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Abstract

This paper examines the pecuniaryeffects stemming from insider trading in the equities of
firms targeted for acquiéition. Illegal exchanges by those having advantageous information are
found to result in excessive returns to stockholders of the sought firms. However, unusual mar-
ket activities are not typical immediately subsequent to the illegal trading date, suggesting that
nonpublic information is synthesized by market mechanisms with sufficient speed so that others
cannot profit by imitating the better informed traders. The obtained evidence does not support
the contention that insider tr ading on nonpublic information harms the outsider stockholders

of involved firms.

I. Introduction

Numerous studies document the abnormal returns realized by target company sha-

* Associate Professor of Finance, Kyungnam Univeristy
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reholders around the announcements of mergers or acquisitions. Further, it is well-
known that (cumulatively) nearly half of the excessive returns arise prior to the pub-
lic announcement date.” Several theories account for the sources of such abnormal
gains to target shareholders® but relatively less attention has been given to addressing
whether or not the appreciated target firm share values represent the unbiased future
values of these equities. Poulsen and Jarrell(1987) attribute the observed preannoun-
cement price rises to takeover speculations. Keown and Pinkerton(1981), on the other
hand, conclude that the price runup reflects the market effects of insider trading and
leakage of privy information. Their analysis uncovers no proof that corporate insiders
extensively purchase their own firms’ stock before the communal disclosure of mer-
ger-related information.

Previous explorations® of insider trading are based upon readily available data
whose existence is due to the Securities Act of 1934. This landmark legislation requi-
res insiders(corporate officers, directors, and stockholders owning more than 10 per-
cent of common stock) to report their security transactions by the tenth day of the
month following the transactions® The resulting transaction data is contained in the
Official Summary of Security Transactions and Holdings and published regularly. Un-
like earlier works, the current paper makes use of illegal transactions that were not
reported to the Securities and Exchange Commission(SEC) in accordance with the
1934 regulation, and is thus unavailable until the SEC brings charges to bear.

This paper examines several implications of illegal insider trading for the market
and market participants. First, the direct effect on the market price of securities dealt
illegally is explored. Second, a means difference test is carried out to contrast the be-
havior of share prices when no inside trading is apparent, with share prices when in-
side trading is known to have occured. Third, the speed at which security prices come

to reflect insider trading is investigated to determine if noninformed market participa-

1) For a comprehensive review of the empirical studies on the wealth effects of corporate owner-
ship changes, see Manne(1965), Jensen and Rubak(1983) and Mikkelson and Ruback(1985).

2) See Manne(1965), Lewellen(1971), Amihud and Lev(1981), and Asquith and Kim(1981).

3) The empirical studies which examined insidser tradings include Lorie and Niedrhoffer(1968),
Jaffe(1974), Finnerty(1976), and Seyhun{1986), among others.

4) SEC Rule 14-3 specifies that not only insiders, but also any person who obtains nonpublic info-
rmation about an impending tender offer, to disclose or abstain from trading on it.
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nts are able to earn abnormal returns by mimicking the insiders’ actions. Lastly, the

implications for the wealth of shareholders of the acquiring firms are explored.

II. Sample and Methodology

Ninety-eight instances of illegal insider trading relating to corporate merger and te-

nder offers were identified in the Wall Street Journal as warranting investigation. Of
these, 82 firms have daily return information available during the obéervation period
in the CRSP Data Base. For 57 of these firms, specific illegal insider trading dates
were identified. For these stocks, price movements around two event dates are exami-
ned, the illega
| trading date and the first public announcement data. In addition, by using Mergers
and Acquisitions as a data source, a group of 115 firms targeted for take-over during
1982-1984 are identified in order to facilitate a comparison.
For this larger group, the date of the first public announcement is obtained from the
Wall Street Journal and daily return data is obtained from the CRSP Data Base. The
data and methodology enable investigation and comparison of mergers when illegal
dealings are known to have occured and also when they are not.

In measuring the impact of illegal trading on the prices of involved stocks, a stan-
dard event study methodology is employed. The event date is either the date on
which insiders illegally traded or the date on which merger-related information was
publicly announced. Abnormal returns'about the event date produce changes in the
wealth of target firm shareholders. Abnormal returns are defined as -

e« = Re — (a + bRno) 6}
where

eir is the abnormal return on the security i at trading day t,

R  is the actual return on security i at trading day t,

R.. is the return on the market at trading date t, and

ab:  are estimates of the market modél parameters for security i.

Market model parameters were estimated for each stock using the ordinary least

squares regression technique. The estimates were based on 200 days of daily returns
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immediately preceding the observation period. The observation period consisted of the
period from 30 days before to 20 days after the event date. Abnormal returns, as defi-
ned in equation (1), were calculated each security in the sample for each day of the
observation period. The mean abnormal return for day t is defined as :
AR =1/n (£ e, t= —30,.,0,.+20 @
where n is the number of companies in the sample. Average cumulative abnormal
returns(CAR(K,L)) were also calculated by summing the daily abnormal returns over
various intervals. For example, CAR(~30,1) represents the mean cumulative abnor-
mal return for the period from 30 days prior to one day after the event date. Measu-
ring cumulative average residuals from well before and after the event date enables
us to assess not only immediate impact of the event but also the magnitude of any
preannouncement price runup and post-event abnormal performances for target sha-
res. The expected values of AR. and CAR (t.t:) are zero in the absence of abnormal

performance.

HI. The Impact of Illegal Trading on Share Prices

Table 1 presents the results for 57 cases in which insiders acted before merger-re-
lated information was released to the public. On the illegal trading date, the target
shares on average gained statistically significant abnormal returns of 2.7 percent. The
table shows that 42 out of 57 target shares(74.4 percent) experienced positive abnor-
mal returns on the illegal trading date, suggesting that the abnormal returns are not
caused by a few firms’ abnormal price changes. It also reveals that the statistically
significant abnormal returns continue for the next ten days, but this is likely attributa-
ble to target share price increase in anticipation of the imminent public announcement.

A sub-sample of the 27 firms for which illegal insider trading occured at least six
trading days before the public announcement date is also examined. Table 2 shows
that these firms’ stocks, on average, realized an abnormal return of 1.4 percent on the
illegal trading date, and that 63 percent experienced positive abnormal returns. It is

interesting to note that, for this smaller group, no abnormal returns for a few days
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immediately following the illegal trading dates are apparent” This suggests that non-

public information is reflected in the security prices by the end of the trading dates.

TABLE 1

Impact of lllegal Insider Trading on Security Returns

Firms with
Positive
Date AR CAR t-Value Residuals sample
—30 05% 05% 1.940 526 57
—25 0.6 17 2.136 474 57
—20 04 2.6 1723 59.6 57
-15 0.6 45 2211 54.4 57
—-10 —-02 48 —0.719 474 57
-6 0.0 55 —0.071 404 57
-5 00 55 ~0.043 50.9 57
—4 0.1 5.6 0.234 421 57
-3 11 6.7 4.248" 61.4 57
-2 0.8 75 3.105* 614 57
-1 03 78 1.129 614 57
0 27 10.4 10.257* 73.7 57
1 2.7 13.2 10.557* 63.6 55
2 2.8 16.0 10.999* 717 53
3 2.9 189 11.134* 53.7 54
4 1.8 20.7 7.028* 51.8 56
5 17 22.4 6.600* 55.4 56
6 2.1 245 8.144* 56.4 55
7 1.2 25.7 4589* 625 56
8 0.9 26.6 3.587* 46.3 54
9 0.6 272 2.227 436 55

5) Detailed daily data not reported herein show that a smaller sample of 14 firms with an interval
of at least 7 trading days between the illegal trading date and the public announcement date
show summary statisticsconsistent with the evidence reported in Table 2.
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10 10.0 282 3.935* 614 57
01 285 0.342 43.6 55

Note : The event date (t%0) is the day on which market professionals purchased
target firm shares before public announcement dates.

* significiant at the 0.01 level

TABLE 2

Twenty-Seven Securities With More Than Six Trading Days Differentials Between
Illegal Trading Days and Public Announcement Days

Firms with
Positive

Date AR CAR t-value Residuals Sample
—30 02% 02% 0.593 444% 27
—25 1.2 24 3.217* 48.1 27
—20 0.6 3.8 1.654 63.0 27
—-15 0.5 5.9 1.383 48.1 27
-10 0.2 5.4 0437 48.1 27
-9 —0.2 52 0.516 444 27
—8 11 6.3 3.025* 66.7 27
-7 0.7 7.0 1.910 593 27
-6 04 74 1.025 48.1 27
—5 02 7.6 0.530 51.9 27
—4 0.1 7.8 0.307 444 27
-3 —0.3 7.5 —0.669 40.7 27
—2 0.7 82 1.882 63.0 27
-1 04 8.7 1.166 63.0 27
0 14 ‘ 10.0 3.661* 63.0 27

1 0.0 10.0 0.020 48.1 27

2 04 10.5 1.107 66.7 27

3 09 114 2.366 40.7 27

4 13 12.6 3.344* 55.6 27
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5 12 13.8 3.188" 53.8 26
6 37 175 9.758* 57.7 %
7 24 199 6.231° 615 26
8 2.2 22.1 5.881" 560 25
9 0.6 22.7 1536 423 26
10 14 24.0 3.569 63.0° 27
15 -05 24.7 —1.251 37.0 27
20 1.0 28.3 2.649 481 27

* gignificant at the 0.01 level

IV. Means Difference Tests

This section examines whether the abnormal returns realized by stockholders differ
between target shares which were involved with illegal trading and those which were
not. Earlier works documenting the excess returns associated with corporate combina-
tions identify contributing factors as : (1) the form of acquisition, merger vs. tender
offer (Jensen and Ruback(1983)) ; (2) payment method, cash vs. combination of cash
and securities ( Wansley, Lane and Yang(1983) and Huang and Walking(1987)) 5 and
(3) incumbent managers’ resistance, contested vs. noncontested (Walking and Long
(1985) and Huang and Walking(1987)). To determine whether the cumulative excess
retuurns for inside traded firms are statistically different from that of other térget fi-
rms, a multiple r
egression with binary independent variables was run for all sample firms. The for of
the estimated equation is -

CER(K, L) = a, + a, TRADE: + a; FORM: + a; PAY: + ERROR:

where,

CER(K, L) = % e, cumulative excess return during day K through L for
stock i, v

TRADE, = 1 if the security belongs to inside traded firm, and 0, otherwise,

FORM: = 1 if tender offers and 0, otherwise,
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PAY: = 1 if cash payment and 0, otherwise, and
ERROR: = regression error term.

Equation (3) is intended to capture the effect of insider trading, holding other fac-
tors constant, on the returns to target shareholders. The t-value of the coefficient a,
measures the statistical significance of the relative excess returns realized by stockho-
Iders of firms involved in inside trading.

Table 3 reveals that the coefficient of the insider trading variable is positive and
statistically significant in all models analyzed. This is an indication that the sharehol-
ders of insider traded stocks gained more than other target shareholders around the
public announcement days. The obtained evidence does not support the contention

that the trading on nonpublic information harms the outsiders.

TABLE 3

Cumulative Abnormal Return to Target Firm Shareholders and Means Difference
Between Illegal Trading Stocks and Others
CER((t,, t2) = a + a» TRADE: +a:FORM; +aPAY;: + ERROR;

Dependent Intercept Trade Form pay R? F-Value

Variable

CER(—30,1) 156 118 .08 034 084 2.88°
(3.70) (3.29)* (-38) (97)

CER(-3,1) 099 109 -076 05 117 447

(3.18)" (3.96)* (1.02) (1.86)"

Note : a, b significant at the .01, .05, and 0.1 level, respectively

V. Target Shareholders’ Returns Around Public Announcement Dates

The data indicates that target firm shareholders gained abnormal returns on the il-

legal insider trading date. However, it remains to be seen whether or not the abnor-
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mal returns realized prior to the public announcement were offset by relatively smal-
ler gains on the public announcement date itself. To investigate this issue, the share-

holders’ abnormal returns around the public announcement dates are explored.

TABLE 4

Daily Average Abnormal Returns (AR) and Cumulative Abnormal Returns(CAR)
for the Portfolio of 82 Illegally Traded Target Shares

Firms with
Days from Positive

Event AR CAR t-value Residuals Sample
—-30 0.1% 01% 0.237 415% 82
—25 0.2 0.3 0.856 476 82
—20 0.0 09 —0.002 42.7 82
—15 0.2 23 0.846 476 82
-10 04 4.0 1.603 54.9 82
-9 -02 38 —1.624 524 82
-8 0.2 40 0.721 50.0 82
-7 09 49 3.647* 549 82
-6 0.6 55 2.363 53.7 82
=5 0.6 6.1 2.221 56.1 82
—4 0.7 6.8 2.629* 54.3 81
-3 23 9.1 9.141" 68.8 80
-2 25 115 9.730" 69.4 72
-1 8.0 19.6 31.848" 75.0 68
0 9.6 29.2 37.925* 773 75

1 39 33.1 15.437* 50.6 81

2 —0.3 328 . —1145 451 82

3 0.7 335 2.888* 50.0 80

4 0.2 338 0.934 512 80

5 05 343 2.133 51.2 82

6 —04 33.9 —1438 390 82
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~0.1 339 ~0.284 463 82

0.0 338 —0.078 425 80

0.7 345 2577 481 81

10 0.2 347 0.659 383 81
15 0.0 36.2 —0.003 35.8 81
20 0.0 36.3 —0.034 456 79

Note : Day 0 is the date on which the merger-related information was first publi-
shed in the Wall Street Journal
* significant at the 0.01 level

Table 4 shows the public announcement effect on target firm shareholders’ returns
for the equities illegally traded. The table shows that, on the announcement date, 77.3
percent of the target firms experienced a positive abnormal return. On these dates,
the shareholders of the targeted companies gained, on average, 9.6 percent. The ave-
rage cumulative abnormal return for the three days immediately surrounding the an-
nouncement date CAR(— 1,1)sum to 21.5 percent. The five-day average cumulative ab-
normal return CAR(—3,1) was 23:8 percent. The 32-day average cumulative abnormal
return CAR(—30,1) amounted to 33.1 percent. The size of the abnormal returns reali-
zed by the insider traded target firms shareholders found here are more than compa-
rable with that of mérger target firms reported in previous studies (see Jensen and
Ruback(1983)).

VI. Acquiring Firm Shareholders’ Return Around the Announcement Date

It is observed that the extent of the abnormal returns realized by target sharehol-
ders is more significant for illegal trading firms than others. This section attempts to
determine if the additional gains to target sharholders arise at the expense of the bid-
ding firms’ shareholders. It is plausible that acquiring firms may end up paying more
for the acquisition because the target share value has appreciated significantly by the
insider trading before the public announcement date. If such is the case, then it would

__149_



12

TABLE 5

Daily Average Abnormal Returns (AR) and Cumulative Abnormal Returns (CAR)

for Acquiring Firms

Firms with
Days from Positive

DATE AR CAR t-value Residuals Sample

-30 —04 0.1 —1.367 423% 52

—25 04 1.2 1.340 50.0 52

—20 0.3 1.2 0917 53.8 52

-15 —02 0.6 —0.658 50.0 52

-10 —02 14 —0.549 50.0 52

-9 —0.7 0.8 —2.121 32.7 52

-8 0.0 0.8 —0.013 50.0 52

-7 04 1.2 1.270 481 52

-6 -02 9 —0.739 462 52

-5 08 1.8 2.709 712 52

—4 0.3 2.0 0.817 57.7 52

-3 02 23 0.689 481 52

—2 —05 17 —1.649 333 52

-1 —02 15 —-0.714 480 51

0 0.1 16 0.326 412 50

1 —02 14 —0.664 53.8 51

2 04 18 1.241 59.6 52

3 -0.1 17 —0384 | 442 52

4 -03 14 —0.872 327 52

5 —04 10 —1.157 57.7 52

10 0.1 11 0477 53.8 52

15 05 19 1591 654 52

20 04 18 1.342 615 52

Note : The event date is day on which the merger-related information was first pu-
blished in the Wall Street Journal
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be found that the bidding firms, on the average, experience negative abnormal returns
around the announcement days. If the acquiring firms do not pay extra for these tar-
get firms involved with illegal insider trading, then we will find that the bidding firms
show no abnormal negative returns around the announcement dates, because it has
been shown that mergers and the acqusition market is competitive and that the share-
holders of acquiring firms do not gain around the announcement date of mergers.®

Table 5 shows that there are no abnormal negative returns to the shareholders of
acquiring firms around the date merger-related information was first annonced to the
public investors. Such a finding does not support the belief that inside trading on non-

public information decreases the wealth of the bidding firms shareholders.

VI. Summary

The SEC recently accused market professionals of illegal trading on nonpublic info-
rmation regarding mergers and other corporate combinations. This study investigated
the impact of such illegal trading on the wealth of involved shareholders. It concludes
that illegal insider trading by a few market professionals boosted security prices by
1.4 percent on average, and that nonpublic information is reflected in the security pri-
ces by the end of the illegal trading days. This observation indicates that the market
professionals who were accused of illegally trading on nonpublic information purcha-

sed the shares in a single day rather than over a few days.

6) See Mandelker(1976), Dodd(1980), and Asquith and Kim(1982).
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